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EMORANDUM

To: Members of the Subcommittee on Highways and Transit
FrOM: Subcommittee on Highways and Transit Staff
RE: SUMMARY OF SUBJECT MATTER: Hearing on Public-Private

Parmerships: Innovative Financing and Protecting the Public Interest

PURPOSE OF HEARING

The Subcommittee on Highways and Transit is scheduled to meet on Tuesday,
February 13, 2007 at 10:00 a.m. to receive testimony on innovative financing under public-
private partmership (PPP) arrangements, how the public interest should be protected when
PPP are used to provide innovative financing for infrastructure investment, and whether the
model legislation developed by the Federal Highway Administration (FHWA) provides
adequate safeguards for the public interest. The Subcommittee will hear from officials of the
U.S. Department of Transportation, the Wisconsin Department of Transportation, and the
Metropolitan Transit Authority of Harris County, Texas, as well as representatives of the
legal, financial, and research/advocacy community who specialize in PPP and transportation
project financing,

BACKGROUND

Nature of Public-Private Partnerships

The Government Accountability Office (GAQ) defines public-private partnership, in
part, as “a contractual agreement formed between public and private sector partners, which
allows more private sector participation than is traditional. The agreements usually involve a
government agency contracting with a private company to renovate, construct, operate,
maintain, and/or manage a facility ot system. While the public sector usually retains
ownership in the facility or system, the private party will be given additional decision rights
in determining how the project or task will be completed.” The U.S. Department of
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Transportation (DOT) has adopted this definition for its programs. The goal of PPPs is an
equitable sharing of risks and rewards among the partners.

Conventional Contracting Approach

Traditionally, delivery of highway and transit projects follows the design-bid-build
sequence. The typical pattern that began in the mid-20" Century is for public transportation
agencies (departments of transportation and transit authorities) to design a transportation
project using in-house engineering staff until it is 100 percent complete. The project is then
let out for bids in a competitive process. Generally, the private construction firm that offers
the lowest-price bid is awarded the contract to build the project. The project is financed
with public (federal, state, or local) funds. At completion, the state transportation agency
inspects the project to ensure that it is built according to plan and meets various design and
construction standards. The agency then operates and maintains the project during the
useful life of the project. The advantages of conventional contracting for the agency are (1)
complete control over project design, (2) a competitive bid price for project construction,
and (3) a high degree of transparency. The disadvantages are (1) financial exposure to
change orders, (2) no guarantee of the lowest final project price, and (3) 2 need for complete
public funding.

Innovative Procurement Models of PPP

In the mid-1980s, federal, state, and local governments began to experience large
budget deficits. As a result, they turned to the private sector to tap into its financial
resources to supplement government funds.

In the transportation sectot, a number of the activities associated with planning and
developing transportation projects were outsourced to private contractors. Over time, the
list of such outsourced activities lengthened.

As the number of transportation PPPs grew, they were presented as a win-win
proposition for governments and the private sector. For the government, it offered the
opportunity to encourage entrepreneurial development and operation of transportation
projects, take advantage of private-sector management skills and capital, speed up
application of advanced technology, and reduce the size of public payrolls. For the private
sector, it offered opportunities to participate in infrastructure investment, to expand their
customer base, and to diversify their business model.

Early PPPs in the United States were mostly of the innovative procurement type. A
number of models evolved, encompassing varying activities for which the private-sector
partner was responsible. They ranged from design-build to design-build-operate, design-
build-maintain, and design-build-operate-maintain. As more responsibilities were assumed
by the private-sector partner, more of the risks relating to project costs and delays were
shifted to the private-sector pattner,

Hiawatha Light Rail Transit (Minnesota)
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The Hiawatha Light Rail Transit (LRT) project is an example of a PPP that used
innovative procurement. Hiawatha LRT links downtown Minneapolis with Minneapolis-St.
Paul International Airport and the Mall of America. This $675 million transit project
includes 12 miles of tracks, 17 stations, and 26 light rail vehicles. It used two separate
design-build contracts—one for rail vehicles and the other to install rail and signal and
communication equipment along the tracks. A third conventional design-bid-build contract
was used to construct two 7,400-foot tunnels and two stations at the airport.

The Hiawatha LRT used an innovative mix of design-build and design-bid-build
procurement methods to construct, as well as an innovative mix of federal, state, and local
funds to finance, the project. It entered revenue service in July 2004, Ridership has
consistently and significantly exceeded official projections, Ridership in 2005 was 7.9
million, 58 percent above pre-construction estimates.

Build-Operate-Own Or -Transfer Concession

Modest federal incentive for PPP involving ptivate financing was provided by the
Surface Transportation and Uniform Relocation Assistance Act of 1987, which authorized a
pilot program that allowed 7 toll projects to be constructed off the Interstate System with
federal assistance at 35 percent of project cost.

Dulles Greenway (Vitginia)

Several states explored the use of PPP to develop toll roads in the late 1980s. In
1988, Virginia became the first state to enact legislation enabling private development of
highways. The Dulles Greenway was the first purely private toll toad built in the United
States in more than 100 years. Previously, the Virginia Department of Transportation
(VDOT) had built the Dulles Toll Road connecting the Capital Beltway with the Washington
Dulles International Airport. It was virtually an instant success and was very profitable for
VDOT. VDOT then consideted extending the Dulles Toll Road to Leesburg when a
consortium, the Toll Road Investors Partnership II (TRIP 1I), comprised of Shenandosh
Greenway Corporation of Virginia, Italy’s toll road operator Autostrade, and the Texas-
based engineering and construction firm Brown & Root, made an unsolicited proposal to
develop the extension using private financing. VDOT awarded a 42.5-yeat design-build-
operate-transfer (DBOT) concession to TRIP II for the 14-mile, $350 million facility. This
concession represented the start of a new breed of transportation PPPs.

Construction of the private toll road was completed in September 1995—six months
ahead of schedule. When it opened to traffic, tolls were set at $1.75 each way. But initial
traffic volume fell far short of pre-construction forecast, with only 8,000 vehicles rather than
35,000 vehicles (or 23 percent) using the facility each day. Tolls were reduced to $1.00 each
way, which generated more traffic but not mote revenues. By July 1996, TRIP 1T was
expected to default on its loans until its creditors agreed to restructure the debt. Later that
year, VDOT extended the concession for an additional 20 years and allowed a toll increase.
Revenues grew steadily as more entrance ramps were added to enable more drivers to use
the facility. The Australian firm Macquarie Infrastructure Group (MIG) purchased the
concession from TRIP II in 2005 for $617.5 million.
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SR 91 (California)

A year after Virginia enacted its PPP legislation, the California legislature passed
Assembly Bill 680 (AB 680), allowing up to 4 PPP projects to be carried cut on a
demonstration basis.

The California Private Transportation Company (CPTC), a limited partership
comprised of subsidiaries of Lever 3 Communications, Inc., Compagnie Financiere et
Industrielle des Autoroutes (Cofiroute—the world’s largest private toll road operator), and
Granite Construction Inc., proposed developing private toll lanes as part of the AB 680
demonstration. A 35-year DBOT concession was approved in 1990 by the California
Department of Transportation (Caltrans). Four “express” lanes—two in each direction with
only 1 entrance and 1 exit at each end—were constructed in the median of SR 91.

SR 91 was the first toll facility to use variable pricing (congestion pricing) in the
United States; it was the first fully automated toll facility in the U.S.; and it was the fizst
American project to operate high occupancy toll (HOT) lanes.

The 10-mile facility was opened to traffic in December 1995 at a cost of §135
million. The project was an initial success as peak travel imes and average travel speed
improved by more than 50 percent. The lanes were generally viewed as a net public benefit.

By the late 1990s, public mood had changed. The concession agreement contained a
non-compete clause that prevented public agencies from increasing highway capacity within
a 1% -mile wide area along each side of the toll lanes for the term of the agreement.

Caltrans wanted to add merging lanes between SR 91’s free lanes and 2 newly completed
public toll road, the Eastern Transportation Corridot, to improve traffic safety. Although
the agreement provides for an overzride of the non-compete clause for safety reasons, CPTC
disputed Caltran’s safety analysis, and fierce debate of competing public and private interests
ensued. In the course of the debate, public opinion turned strongly against the toll lanes.
What once was viewed as a facility that provided public benefits in relieving congestion was
now seen inra negative light as contributing to congestion or, worse, unsafe conditions.

The controversy was finally resolved in early 2003 when OCTA purchased the toll
lanes from CPTC for $207.5 million. The non-compete clause was eliminated. OCTA
currently operates the lanes with variable pricing tolls ranging from $1.15 to $9.25 each way
eastbound, and from $1.15 to $4.05 each way westbound.

Long-Term Lease of Existing Facility

In October 2004, the City of Chicago entered into negotiation to lease the Skyway,
an operating toll road, to a consortium of private operators for a very sizable upfront cash
payment. The Chicago Skyway was followed, in quick successions, by the Indiana Toll Road
and the Pocahontas Parkway in Virginia. A number of other states, including New Jersey
and Pennsylvania, are exploring or discussing similar long-term lease arrangements.



Chicago Skyway (IHinois)

In January 2005, the City of Chicago reached a franchise agreement with the Skyway
Concession Company, LLC, a consortium owned jointly by MIG and Spain’s Cintra
Concesiones de Infraestructuras de Transporte S.A. (Cintra), for a 99-year lease to operate
and maintain the Chicago Skyway. The contract price for the concession was $1.83 billion.
The consortium is also required under the agreement to carry out capital improvements,
including installing an electronic toll collection system, to enhance the throughput and
operational efficiency of the Skyway. In retirmn, the concessionaires are allowed to collect
and retain all toll revenues during the term of the lease.

Included in the lease agreement is a schedule for toll increases: specified periodic
step increases beginning in January 2005 through 2017, thereafter, maximum annual
increases would be capped at the greater of (a) 2 percent, (b) the Consumer Price Index
(CPI), or (c) per capita nominal Gross Domestic Product (GDP) growth.

The price for the lease of the 48-year old, 7.8-mile long Skyway captured the
attention of the transportation community. Political leaders in particular view this as an
attractive way to obtain revenues without having to raise taxes. By leasing existing
transportation facilities for the long term, large sums could be raised to pay for government
services and capital investments, or to pay off debt and other obligations, Chicago would
use the proceeds from the Skyway lease in the following manner:

* Refund outstanding indebtedness on the Skyway $465 millien
® Repay City general obligation debt $390 million
* Fund an operating budget shortfall account $375 million
*  Funda “permanent” reserve $500 million
» Fund “visible programs” (e.g., winter heating assistance,
homeless shelters, computerized library catalog, etc.) $100 million
Indiana Toll Road

Indiana closed a 75-year lease deal with Statewide Mobility Partners, a consortium
owned by the same MIG-Cintra partners as in the Chicago Skyway deal, on June 29, 2006
for the operation and maintenance of the Indiana Toll Road. The contract price for the 50-
year old, 157-mile long Toll Road was $3.8 billion. The consortium is required under the
agreement to carry out an estimated $305 million worth of capital improvement, including
the installation of an electronic tolling system. The concessionaites ate allowed to collect
and retain all toll revenues during the term of the lease.

While lease negotiation was under way, Indiana Gov. Mitch Daniels raised the tolls
on the Toll Road administratively for the first time in 21 years. The enabling legislation later
passed by the Indiana state legislature provides a schedule for further toll increases: specified
periodic step increases for 5-axle commercial vehicles from April 2006 through June 2010,
and no change for passenger cars during that period. Thereafter, maximum annual increases
for passenger and commercial vehicles would be capped at the greater of (a) 2 percent, (b)
CPI, or (c) per capita nominal GDP growth.
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The concession agreement contains a non-compete clause that prohibits the State
from building or improving any limited access highway within a 10-mile corridor on either
side of the Toll Road.

Unlike Chicago, which used the lease proceeds largely for non-transportation-related
expenses, Indiana proposed to use the money it obtained from the concession for the
following:

¢ Retire outstanding Toll Road bonds $200 million
¢ Establish a “Next Generation Trust Fund” (using interest to pay
for road and bridge projects) $500 million

* Fund the “Major Move” construction program (build
transportation projects such as I-69 connecting Evansville
and Indianapolis) : $3,100 million

In addition, 34 percent of the Major Move program funds will be reserved for highway
projects in the seven counties through which the Toll Road runs.

Pocahontas Parkway (Virginia)

In June 2006, Virginia entered into an agreement with Australia’s Transurban Group,
granting the private company a 99-year concession to opetate, maintain, and perhaps extend
the Pocahontas Parkway near Richmond. The deal is estimated to be worth about $520
million to Virginia for the 9-mile, four-lane toll road that was open to traffic in 2002.
Compared to the Skyway and the Toll Road, the price for the Parkway is considerably lower
because the agreement provides for revenue sharing by Virginia and Transurban, and
inchudes a “termination for convenience” clause to allow Virginia to walk away from the
contract at will,

As in the case of the Skyway and the Toll Road, the lease agreement includes a
schedule for futute toll increases: specified periodic step increases from January 2006
through 2016, thereafter, maximum annual increases would be capped at the greater of (a)
2.8 percent, (b} CP, or (¢) per capita real GDP growth.

The agreement includes a non-compete clause that prohibits the State from building
or improving any highway within a 6-mile area on each side of the Parkway.

Unique Characteristics of Long-Term Lease Agreements

There is little disagreement that long-term leasing of existing facilities is
fundamentally different when compared to the more traditional PPPs that preceded it.
Following are some of the unique characteristics of these agteements.
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New Capacity vs. Existing Facility

Traditional PPPs ate commonly used to help finance new infrastructure
development, adding new capacity to the overall transportation system to help relieve
congestion or to improve the operational efficiency of the system. What makes a long-term
lease to operate an existing facility different is that very little or no new physical capacity will
be added. It is possible that existing capacity can be made to accommodate a greater volame
of traffic by means of enhanced throughput—i.e., by improving operating efficiency to
enable a larger volume of traffic to move through the same facility—thereby relieving
congestion.

Very Long Term Lease Agreement

Another distinguishing feature of these long-tertn lease agreements is the very long
duration of the leases—tanging from 55 years to 99 years. A highway is generally designed
to have a useful life of about 20-30 years; a bridge usually lasts for about 50 years before it
becomes deficient or obsolete. Traditional PPPs involving operation concessions typically
last no longer than the life of the facility before reverting back to the public sector owners.
A lease that is two to three times as long as the facility’s service life may seemn to some to be
equivalent to transferring ownership to the private firm that is granted the concession.

Tax Benefits

Another important consideration for having such long leases has to do with tax
benefits. Chief among the federal tax benefits is accelerated depreciation. Although the
lessee (concessionaire) is not the owner of the existing toll road, if the tetm of the lease
exceeds the remaining design life of the asset at the time of the transaction, barring other
countervailing factors, the IRS will treat the concessionaire as owner for tax purposes. Tax
ownership qualifies the lessee to depreciate the portion of its upfront payment allocated to
the tangible physical assets over 15 years for a highway, as opposed to the full term of the

lease.

The Chicago Skyway is 48 years old, while the lease runs for 99 years; the Indiana
Toll Road is 50 years old, and its lease term is 75 years. Even with meticulous renewal and
replacement, the lease terms of these facilities will almost certainly exceed their respective
remaining design lives. MIG and Cintra likely will qualify for tax ownership and, therefore,
are eligible for accelerated depreciation. Similarly, the Pocahontas Parkway is only 4 years
old, but the term of the lease is 99 years. Again, Transurban probably will be eligible for
accelerated depreciation. '

Another portion of the upfront payment is allocated to the right to impose and
collect tolls. This portion of payment is amortized over 15 years on a straight line basis. A
third portion of the upfront payment may be treated as pre-paid rent that is amortized over
the full term of the lease.

In sum, long-term lease concession of existing toll roads can provide substantal tax
benefits in terms of accelerated depreciation, normal depreciation, and amortization, all of
which are tax savings that contribute to teducing the real cost of the concession price.
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High Concession Price

Private firms/consortia have offered very high prices to public sector owners of the
facilities described above for the concession to operate the facilities. Since private
companies ate in the business to earn a profit, that means the marketplace values those
facilities very highly, and it can be inferred that the companies are justified in offering those
high prices. Tax benefits discussed above is one reason; they represent a saving that reduces
the cost to the private concessionaires.

A second factor relates to accutate information. The greatest obstacle in evaluating
the value of a contract is uncertainty, and the greatest uncertainty stems from traffic demand.
In the case of existing transportation facilities, much of the uncertainty has already been
eliminated. The Chicago Skyway has a 48-year operating history; the Indiana Toll Road, 50
years. Past traffic volumes, revenue streams, maintenance requirements, staffing patterns,
and other unique conditions of the facilities are known. This knowledge forms a firm
foundation for projecting the variables and for estimating other factors with much greater
accuracy and certainty into the future. When combined with scheduled toll increases, the
private concessionaires have a very good idea of what future business prospects will be.
They are, therefore, in 2 much better position to offer a higher price based on more certain
and accurate information. This is further justified by the long duration of the lease
agreements, which provides additional stability and certainty.

Scheduled Toll Increases

Every lease agreement described above contains a schedule for periodic toll
increases. This provides security to the private concessionaires for it assuzes future price
increases. As part of the concession agreement, future toll increases ate legally binding and
will not be influenced by political debate or be suspended due to popular disquiet.

Eusopean Experiences

European drivers pay much higher fuel taxes than their American counterparts. But
without a dedicated funding mechanism for transportation infrastructure investment similar
to our Highway Trust Fund, fuel tax revenues aze deposited in the general treasury and
transportation programs, including infrastructure investment, must compete against other
programs such as education, health care, and social welfare, As a result, transportation
programs in Europe often face investment shortfalls,

Spain and France as Trailblazers

Decades ago, European governments began looking toward the private sector for
help, and Spain in the 1960s had private concessionaires built its ausgpista network. France
followed with private autoroute concessions in the 1970s. Typically, these concessionaires
were consortia made up of construction firms and banks. That basic arrangement is being
used in the United States today.
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Britain Nurtures PPPs to Maturity

In the 1980s, the United Kingdom became the leading proponent of PPPs in
Europe. In 1981, the Conservative government issued the so-called Riley Rule, which
provided for ptivate-sector involvement in transportation infrastructure development when
the benefits of doing so exceeded costs.

A group of large construction companies approached the Department of Transport
and proposed to build a new Thames River bridge to relieve congestion on a ring road east
of London. With recent advances in cable-stayed bridge technology, these contractors were
confident that the cost saving brought by the new technology would make the scheme work.

In compliance with the Riley Rule, British transport official issued two simultaneous
tenders for the project, one using a traditional government procurement approach, and the
other on a design-build-finance-operate (DBFO) basis. Compatison of costs between the
two approaches convinced the officials that the government would reap substantial savings
by using the DBFO approach. The Department of Transport awarded a concession to the
Dartford River Crossing Ltd in October 1986. Construction began in August 1988 and the
new 1.75-mile bridge was opened to traffic in October 1991.

The experiment was a success, and it generated significant interest in other projects,
A bridge project between England and Wales in 1990 and another bridge project in Scotland
in 1991 followed. The Thatcher government adopted the Private Finance Initiative (PFI) in
1992 as the preferred approach for developing infrastructure of all types for the British
govemment.

Shadow Toll

The PFI ushered in the “shadow toll” approach. Under shadow toll, the public-
sector project sponsor pays “tolls” to the private concessionaire based on the performance
of the facility, often measured in terms of traffic flow, safety, and availability, Drivers
themselves do not pay tolls. The major advantage of shadow toll to the private
concessionaire relates to traffic risk. By not requiring drivers to pay tolls, their choice of
which route to use is based entirely on time and convenience, and is much easier to predict.
The downside of this approach is that a payment cap limits the profit that the concessionaire
can make in the franchise. For the government, the benefits include speeding up project
delivery, bypassing the need to obtain government funding in future budget cycles, and
incenting the concessionaire to achieve high performance. A total of 10 DBFO shadow toll
projects involving more than 480 miles of roads and a construction value of about $2 billion
were awarded by the British Highways Agency.

Other European nations such as Finland and Spain emulated the British approach.
But shadow toll is 2 cumbersome approach that requires a lot of traffic data. The British,
Finish, and Spanish projects all involved upgrades of existing assets, whose traffic data
already existed This problem was made evident when Portugal wanted to use shadow toll
for 7 new road projects costing 2.7 billion Euros. The sheer size of the investment program
rendered the approach infeasible. In addition, the experiment would have overwhelmed the
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budget of the Junta Autinoma de Estradas (the Portuguese highway agency) when an annual
outlay of §700 million would have been required for shadow toll payments.

PPP Resurgence in the European Union

- With the establishment of the European Union (EU) in February 1992, policies—
including those pertaining to transportation and budget—were harmonized and integrated.
EU membership requires a nation to limit its budget deficit to no more than 3 percent of its
GDP. This has put pressure on governments to seek alternatives to large-scale capital
projects needed to help improve—and sometimes completely rebuild—the infrastructure or
economy of some countries. PPPs seemed a logical choice.

One way to pursue an integrated European transportation policy is to expand a
number of railroads and highways, called Trans European Networks (TEN) to improve
transportation connectivity within the EU and with Central European countries that aspired
to join the EU in the furure. The White Paper that laid out the TEN also advocated the use
of user fees to finance the improvements. It did not take long for this impetus to produce
results. New PPPs sprang up across Europe in the 1990s.

Availability Payment

The availability payment approach can be viewed as the simplified form of shadow
toll. Like shadow toll, the public sponsor of a facility pays the private concessionaire; users
of the facility do not. But unlike shadow toll, availability payment does not require large
volume of information to determine performance. This simplification has made availability
payment the preferred approach for new concessions in which the public sponsor, rather
than users, of the facility pays. In the United States, the freight tunnel to the Port of Miami
is the most recent example of this approach.

PREVIOUS SUBCOMMITTEE ACTION
The Subcormittee on Highways and Transit held a hearing on PPPs in May 2006.
The focus of that hearing was on long-term leases of existing highways in the United States,

It was intended for Members to gain a better understanding of how such concessions are
structured.
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PUBLIC-PRIVATE PARTNERSHIPS: INNOVA-
TIVE FINANCING AND PROTECTING THE
PUBLIC INTEREST

Tuesday, February 13, 2007

HOUSE OF REPRESENTATIVES,
COMMITTEE ON TRANSPORTATION AND INFRASTRUCTURE,
SUBCOMMITTEE ON HIGHWAYS AND TRANSIT,
Washington, DC.

The subcommittee met, pursuant to call, at 10:00 a.m., in room
2167, Rayburn House Office Building, the Honorable Peter A.
DeFazio [chairman of the subcommittee] presiding.

Mr. DEFAZIO. The Subcommittee will come to order.

This is a hearing of the Highways amd Transit Subcommittee on
Public Private Partnerships: Innovative Financing and Protecting
the Public Interest. This is hopefully the first in a series of many
hearings, as I mentioned at the last hearing. We have challenges
before us. We have an annual deficit in this Country in terms of
meeting our transportation infrastructure needs both for mainte-
nance of the existing system and enhancements to that system to
mitigate congestion and better move our citizens and our freight
and bolster the economy.

Confronted with these sort of twin problems, that is, the need for
more investment and the over-dependence upon the gas tax, which
has not been increased since 1991, is leading to the point where we
may not even have full funding for the last transportation bill, let
alone a new transportation bill for the 21st century.

So what I intend to do with these hearings is explore that deficit,
the causes of it and the potential ways to fill that gap. In par-
ticular, today we are focusing on private-public partnerships. Some
would say this is a panacea, it will somehow supplant or eclipse the
many tens of billions of dollars raised and spent from Federal gas
taxes and State gas taxes. It won’t. It can be an adjunct to that
if properly used. And as I expressed in the last hearing, I have real
doubts about the conversion of existing infrastructure, essentially
the modernization, the sale or long-term lease of that and what the
benefits might be and how, if you are going to do that, you properly
protect both the public interest and you assure that we aren’t frag-
menting the national transportation system.

Then, secondly, we provided pilots in SAFETEA-LU where you
could, with addition of capacity, undertake some pilot tolling
projects. And, again, I am somewhat dubious about that but open
to discussion.

o))
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And then the third would be greenfields and the construction of
new projects, again, with private-public partnerships, providing eq-
uity protection of the public interest. There are a lot of questions
regarding how one protects both the integrity of the national trans-
portation system, how one protects the public interest and still in-
volves private capital in these projects. And I am hopeful that
these hearings will provide guidelines either for legislation or some
guidance to the States so that some of them in a rush to move for-
ward, for whatever reason, don’t basically get taken to the cleaners,
which I think we have seen in a couple of the previous agreements,
Indiana and Chicago most notably.

So this Subcommittee does not have all the answers, but we are
looking for good information from testimony. I hope to have lively
discussion among the panelists. I prefer if the panelists didn’t just
read their testimony. I have read all the testimony that was sub-
mitted, and was submitted in a timely basis. I have read all of it,
and I assume the other members of the Subcommittee have. So
what would be most useful would be if you summarize and make
cogent points and/or respond to other people who are on the panel
or anticipate other panelists and some of their major arguments,
because we can all read and you can’t read more quickly than you
can talk; most people can’t anyway.

So with that, I would recognize the Ranking Republican, Mr.
Duncan from Tennessee, for his opening remarks.

Mr. DuncaN. Well, thank you very much, Mr. Chairman, and I
share many of the same concerns that you just expressed about the
need to protect the public interest when a State or local govern-
ment enters into a public-private partnership. I particularly think
we need to look very closely at whether or not some State officials
might try to get all the money in some sort of up-front way, or most
of the money up-front, so that officials 25 or 30 or 50 years from
now might be left holding the bag.

I also have already heard a lot of concern expressed about foreign
ownership of our infrastructure. I think we need to look into
whether we need to put some limitations on that to American own-
ership or perhaps even prohibiting the sale, years down the road,
to foreign companies.

This is a fast-moving development, as we were told in a briefing
last week by the GAO, and there is a lot of interest in it. Ten-
nessee, my home State, has no toll roads and has for many years
adopted a pay-as-you-go philosophy of spending no more than
comes into the State highway fund, and, frankly, if I was to advo-
cate a toll road in Tennessee, it would be one of the most unpopu-
lar things that I could possibly do. This does not mean that toll
roads do not have a place, though, particularly in States where the
people have grown accustomed to that.

It is important, I think, to remember, though, that public-private
partnerships are much more than just toll roads. Some are contrac-
tual agreements for all kinds of things, really, and many of the in-
novative procurement models of public-private partnerships, such
as design-build and design-build to operate and maintain projects
have a proven track record of saving time and money and of being
operated more efficiently.
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I am also concerned about possible sweetheart deals for private
companies. When we first started seeing the private sector take
over many government operations, it was done because it saved a
lot of money and because the private sector could perform almost
anything in a more economical, more efficient way than the govern-
ment could. However, in recent years we have been seeing that
some very large corporations have been hiring so many retired Fed-
eral employees or retired admirals and generals and they have
been getting sweetheart deals with just ridiculous profits in them,
so that we have to see at times whether some of these are good
deals for the people or not. Some are and some, unfortunately, now,
are not.

I guess we need to point out that we in this Country are fairly
new at the business of private sector financing for infrastructure
investment. I think we will get better at managing these types of
innovative financing tools with time and experience.

But I thank you for holding this hearing, it is a very important
topic, and I will yield back the balance of my time.

Mr. DEFAzIO. I thank the gentleman for his succinct and cogent
remarks.

Does the gentleman, Mr. Petri, wish to be recognized?

Mr. PETRI. Well, I just—I don’t know if this is the time to do it.
I am here to introduce a panel member.
hMr. DEFAzIO. Well, you can do it now, because I believe
there

Are there other opening statements that people intend to make?
Members obviously can submit statements for the record.

[No response.]

Mr. DEFAZIO. Since there are no other opening statements, I
would be happy to recognize you, and then I will make the formal
introduction after you make the personal introduction.

Mr. PETRI. Well, thank you. I just wanted to, on behalf of my col-
league, Steve Kagen, who is also from Wisconsin, a member of the
full Committee, welcome our Secretary of Transportation, Frank
Busalacchi, who has a distinguished career in public service in
Wisconsin. He comes from the Milwaukee area, where he had for
a number of years various leadership positions with the local 200
of the Teamsters Union. He has led an agency with a budget of
roughly $2 billion and 3,600 or so employees. He has been recog-
nized and is now—and I think that i1s why he is here today—a
member of the National Surface Transportation Policy and Review
Study Commission that is going to be making recommendations on
a whole variety of ways of trying to maintain and improve our na-
tional surface transportation policy. I just want to welcome him
and thank him for the effort that he is putting in to help us.

Mr. DEFAzIO. I thank the gentleman for those remarks and that
introduction.

The formal introduction will be that on the first panel is the
Honorable Tyler Duvall, U.S. Department of Transportation Assist-
ant Secretary of Transportation Policy; the Honorable Frank
Busalacchi, Wisconsin Department of Transportation and, as men-
tioned, a member of the Commission; and Mr. Frank Wilson, Met-
ropolitan Transit Authority of Harris County, Texas, President and
CEO.
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With that, I would first recognize Mr. Duvall for his opening
statement.
Mr. Duvall.

TESTIMONY OF THE HONORABLE TYLER DUVALL, U.S. DE-
PARTMENT OF TRANSPORTATION, ASSISTANT SECRETARY
FOR TRANSPORTATION POLICY, WASHINGTON, D.C.; THE
HONORABLE FRANK BUSALACCHI, WISCONSIN DEPART-
MENT OF TRANSPORTATION, SECRETARY, MADISON, WIS-
CONSIN; AND FRANK WILSON, METROPOLITAN TRANSIT AU-
THORITY OF HARRIS COUNTY, TEXAS, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, HOUSTON, TEXAS

Mr. DuvaLL. Thank you, Chairman DeFazio, Ranking Member
Duncan, and members of the Subcommittee. I greatly appreciate
the opportunity to appear before you today to talk about one of the
rr}llost important trends in transportation: public-private partner-
ships.

Under the leadership of Secretary Peters, and Secretary Mineta
before her, USDOT has made the expansion of public-private part-
nerships a key component in our ongoing congestion initiative,
which we believe is one of the largest public interest failures we
face in surface transportation, along with the high number of high-
way fatalities that continue to plague us.

Based on a recent internal survey, the Federal Highway Admin-
istration estimates that approximately 50 percent or more of States
either currently have laws in place or are considering legislation to
expand public-private partnerships. This growing State level inter-
est I think tracks closely with congressional interest in promoting
PPPs in all of the most recent surface transportation bills dating
back to ISTEA. In addition, executive orders by President Clinton
and former President Bush have further asked agencies to reduce
barriers to these arrangements.

There has been a great deal of discussion, obviously, about the
two transactions, one in Chicago and one in Indiana, but I think
it is really important that we bear in mind that the opportunities
for PPPs extend well beyond long-term lease agreements and cer-
tainly well beyond toll roads.

The basic opportunity is for the public sector to allocate various
project risks to the private sector that may be in a better position
to manage and reduce those risks, and the ability to shift various
risks to private operators increases the public sector’s ability to
manage a large number of projects while also reducing strains on
government budgets and the taxpayer. Creative risk-sharing ar-
rangements are possible whether or not the facility at issue gen-
erates revenues to pay for its own costs.

The willingness of public authorities to go beyond traditional pro-
curement approaches has been driven largely by several trends.
First, as the Chairman noted, taxes that fund transportation activi-
ties are being increasingly absorbed by rising costs, the need to
dedicate ever more resources to system preservation and mainte-
nance, an increased fuel economy and flattening VMT trends. If
anything, these trends are expected to continue in the future.

Deteriorating highway system performance has reached crisis
levels in many parts of the country. The cost of wasted time and
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fuel for travelers is five times the level it was in 1982, and the eco-
nomic costs are much higher if you add in uncertainty and lost pro-
ductivity costs.

Despite the strong policy arguments historically in favor of a
user pay system, a mix of political and administrative complexities
have pushed the United States towards a surface transportation fi-
nancial model that is currently dependent on fees that have little
or an indirect relationship to costs. Technology breakthroughs in
recent years, however, have really reduced barriers, and a substan-
tial change in public opinion with respect to that has followed. Cur-
rently, we estimate that the majority of projects over $500 million
in the United States will be financed using some toll revenues.

Coincident with these trends, it is very important that we under-
stand global economic patterns. Basically, huge increases in global
economic growth and changing demographics have really created
massive pools of savings around the globe that have driven down
long-term interest rates and increased the attractiveness of me-
dium-risk and medium-return infrastructure assets in energy, tele-
communications, and transportation sectors. The certainty of the
U.S. legal system and our strong economic growth prospects are
critical factors in why the U.S. is such an attractive investment
destination.

Any analysis of the policy merits or pitfalls of public-private part-
nerships must be contrasted to how we are doing now, not an ideal-
ized of how we are doing. It is critical that we identify the public
policy failures and ask the question: Do public-private partnerships
respond to those failures? I think increasingly the answer is yes,
they do respond. They are not the answer, but they are a vital tool,
we think, going forward.

Despite these opportunities—and obviously the purpose of this
hearing is to talk about the pressing public policy issues that are
presented—in my written statement I identified several risks. I
think the most important of these risks are monopoly pricing risks.
In addition, we have corruption risks, thin market risks, system
distortion lists, as the Chairman notes, financial exposure risks,
and inexperience risks on behalf of the public sector.

The single-most important public interest concern with the trans-
actions that took place in Indiana and Chicago is the inherent ten-
sion that is created when governments view the leasing of existing
transportation assets as a potential income source. While these
transactions can provide large public benefits if properly struc-
tured, it is also true that contractual terms that offer substantial
pricing power and protection from competition can increase the dis-
counted present value of the revenue stream associated with an
asset. Other critical assumptions go into asset valuations, such as
traffic growth projections, the ability to control costs, and the cost
of long-term borrowing. However, there is little question that pric-
ing flexibility in a potentially constrained market will be a major
driver of facility value. As a result, it is imperative that public
agencies gain some understanding of a facility cost and risk profile,
as well as the degree to which pricing will be constrained by com-
peting facilities or the threat of competing facilities.

Every facility has different economic characteristics, and State
and local governments are strongly encouraged to analyze these
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characteristics not just from an individual facility perspective, but
also from a network perspective, as the Chairman noted. Specific
contract provisions that limit the prospect of competition will in-
crease the up-front lease value, but may run counter to the public
interest if such a provision is not commensurate with the risk
being borne by the private sector. The emerging trend in this area
appears to be the inclusion of either no protection at all for the pri-
vate sector or limited protections.

Public agencies implementing PPP programs are strongly encour-
aged to run open and transparent processes, to seek input from
third parties, and to consult regularly with their legislators and
other relevant elected officials. We welcome review by advocates of
various kinds of these public sector concerns, and we will all need
to be sensitive to cases in which important public sector concerns
may not be adequately protected.

I appreciate your attention to my testimony, and I would be
happy to answer any questions that you may have.

Mr. DEFAZ10. Thank you, Mr. Duvall.

Mr. Busalacchi.

Mr. BusaLAccHI. Thank you, Mr. Chairman. I am honored to
have this opportunity to comment on protecting the public interest
in public-private partnerships, or P3s.

I am also a member of the National Surface Transportation Pol-
icy and Revenue Study Commission. The National Commission is
working to construct a new 50-year vision for our Nation’s trans-
portation system. We are in the midst of our deliberations, and my
comments do not represent the views of the Commission.

What has been made clear to me at the Commission hearings
and by the communities back home is that we have a lot of needs.
In Wisconsin, our annual unmet needs are in excess of $500 million
for highways alone. If we factor in transit, inner city, and freight
rail improvements, the needs increase.

This Nation’s interstate system is at the end of its useful life. It
cannot be repaired. It must be reconstructed and, in some areas,
expanded. Where will we find the funding? Some suggest that P3s
can replace what has traditionally been a Federal responsibility. I
disagree.

Let me first clarify that P3s come in many forms, and the private
sector is a valued partner to Federal, State, and local governments.
My focus today is on the deals where a private sector organization
leases a highway. The private sector partner is responsible for op-
erating the roadway and they collect the toll and other payments
to gain a return on the investments. Let me share four concerns
that I have.

First, the public interest is different from the private interest,
and, in this case, it will be extremely difficult to assure a win-win
situation. In Wisconsin, the DOT partners with private sector to
design and construct highways. We have done so for years. But the
public sector is the one held accountable for setting priorities, fi-
nancing, and managing the highway. Can we responsibly delegate
some or all of that public sector accountability to the private sec-
tor? If we can, how do we integrate the needs of the private sector
into what has traditionally been a public sector system?
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Some argue P3s will harness the power of the market for the
good of the public. But we come to the table with very different in-
terests. Do States have enough information to get the best possible
deal for the public? From what I have seen, we do not. The private
sector’s legal responsibility to its shareholders is to make money.
Profit is their purpose. Our responsibility is to ensure that we
make wise choices for our citizens. No contract, no matter how ef-
fective, can eliminate risk. We simply do not know enough to price
or manage such long-term risks.

Second, the public has significant concerns with P3 deals. The
public sector needs better tools to evaluate the deals and share the
evaluations with the public. People don’t seem to like these deals.
Citizens tell us they don’t think the P3 approach is in their best
interest. We need better information to consider the long-and short-
term costs and benefits associated with these approaches to
projects. We need to show the public what they will pay with gas
tax, compared to what they will pay with private sector tolling.
With this information, we could all make better decisions.

P3s will likely not generate a predictable revenue stream to re-
place the current Federal share. In the 1950’s, the Federal Govern-
ment envisioned a national transportation system and funded it.
States, in turn, built a first-class system. If the Federal Govern-
ment had not paid the lion’s share of the construction costs for the
system, it would not have been built. States cannot create or fulfill
the kind of vision on their own, nor can the private sector. The
Federal Government should continue to pay its share of at least 45
percent of the Nation’s highway system. At National Commission
hearings, witnesses tell us the Federal Government’s share should
increase.

Fourth, there should be considerable problems—there will be
considerable problems with integrating private sector financing
with public sector policy goals. Congress needs to consider many
issues. Will States that do not toll be left behind, with no Federal
partner? How will private sector partners be integrated into cur-
rent planning process? Are Federal tax expenditures for private
sector projects preferable to Federal revenue increases for public
sector projects?

The Committee also asked that I comment on USDOT’s model
legislation designed to give States the authority to enter into P3
agreements. Based on our review of the legislation, it poses no re-
strictions and creates no public protections. States will need to take
care of the public interest in the deals they craft with the private
sector. The model legislation protects the private sector’s propri-
etary information.

In Wisconsin, these provisions conflict strongly with strongly
held values about openness and competition that support a robust
and competitive bidding process. The model legislation requires
State DOTs to review unsolicited proposals within a certain time
frame. P3 bidders are highly sophisticated consortiums represented
by large banks and investment firms. We design and construct
roads; we are not experts in high finance and investment con-
tracting. For States to negotiate on a level playing field, we need
to hire investment finance advisors that will make every project
cost more.
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The Committee will make critical choices that determine the out-
come of the debate on P3s. We do not believe P3s are ready for
prime time. In a supplement to my written testimony, I included
% list of policy questions that provide a starting point for the de-

ate.

I appreciate the opportunity to testify today, and I look forward
to the policy discussions that lay ahead. Thank you.

Mr. DEFAz10. Thank you, Mr. Busalacchi, appreciate it. Excellent
testimony.

Mr. Wilson.

Mr. WILSON. Good morning, Mr. Chairman, Ranking Member
Duncan, and members of the Committee. First, I want to thank you
for giving us the opportunity to be with you today for this impor-
tant discussion of the Nation’s transportation infrastructure.

I represent Houston Metro, which is a fully integrated multi-
modal transportation system serving the fourth largest city in the
Country. This city is growing at the rate of 3,000 people a week.
That is 3,000 a week. This has put our transportation system
under immense pressure. And, because of that, we are forced to
seek all legitimate alternatives to funding the improvements and
expansion of the system. Given the inability to project adequate
funding going forward, all options for us are on the table for discus-
sion and utilization. My comments today are derived from my expe-
rience in working both the public and private sector.

I have experienced a challenge of infrastructure delivery both as
an owner and as a contractor, and have participated in 12 design-
build, design-build-operate-maintain in public-private partnerships
nationally and internationally, with a combined construction value
of over $10 billion in seven States and two countries. I say this not
as a summary of my resume, but more to support an observation,
and that observation is this: public-private partnerships do work
universally and they do work well; however, they are not the silver
bullet solution for every infrastructure project.

I have learned that the most successfully structured public-pri-
vate partnerships are created by necessity, not by ideology, and at
the core of every partnership is a clear understanding of control,
accountability, and risk. Simply put, the public agency controls pol-
icy; the private company controls performance. Each is clearly ac-
countable for the respective roles under the commercial terms and
conditions of a contract and each shares a project risk which they
are uniquely able and equipped to identify, to mitigate, and control.

I am able to report that the public interest can be protected in
public-private partnerships. Good government and good business
are not mutually exclusive. In our discussions later this morning,
I would be happy to review a six-point checklist of criteria that are
used to judge when public-private partnerships offer the most ben-
efit in comparison to the traditional design-bid-build methods of
project delivery.

Where appropriately applied, public-private partnerships will de-
liver remarkable advantages and benefits, starting with a single
point of contact and accountability, which provides clear focus and
discipline in managing and making decisions on projects; reduce
public agency staff and soft costs. These soft costs can generally
run as much as 35 percent of the cost of a major infrastructure
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project, so it represents an incredible area of economy. There is
closer cooperation and collaboration between designers and build-
ers to improve constructibility and lower risk. There is a conversion
of ideas on approach to a job so there are no surprises; what the
designer designs, the builder can build. Cost of project delivery can
be cut as much as 20 percent on major infrastructure projects using
a partnership approach, and project schedules can be cut as much
as 40 percent. So a project that might take seven years could be
implemented in less than four.

The key factor in public-private partnerships which can be over-
stated is that it minimizes change orders, claims, and litigation,
which are project killers for traditionally implemented infrastruc-
ture projects. Quality is often built in, since the designer and build-
er is responsible for the operating and performance and quality
risk on infrastructure projects.

Private firms are enablers that can mobilize capital markets, as
appropriate, and add new source of income. This income may range
between three and ten percent. Not an overwhelming large amount
of money, but, in addition to the cost savings, it most often is
what—is a deciding factor in the financing capability of a project.

And, finally, I would say the risk of profile due to the single point
of accountability and enhanced integration of all the elements of
work offer a more efficient method of financing, and this is because
the different players—whether they be architects, engineers, con-
tractors, material suppliers, or the owner itself—do not have to add
financial premiums to the project to make sure that the have a via-
ble outcome.

I would be happy to explore any and all of these issues during
our discussions, and, again, I want to thank you for the privilege
of joining you today.

Mr. DEFAZIO. Thank you.

I thank all the witnesses for remaining within the time; that will
give us a lot of opportunity for questions, which hopefully will be
more interesting than testimony.

I will lead off with the questions.

Mr. Duvall, I want to thank you for sort of personalizing your
testimony. I saw two references, one to Oregon, on our early discus-
sion on tolling versus fuel tax. And just perhaps to edify you a little
bit, we did actually have two toll projects in Oregon; they were
both public and the tolls went away when the projects were paid
for. There was no continuing profit from those projects. Those were
two bridges over the Columbia River to our neighboring Wash-
ington State. So we have some experience with tolling, but we don’t
believe it should be for-profit tolling.

Secondly, Washington, I was more interested in that. I mean,
Washington actually—you have a recent poll, but recent history
sort of belies the poll. Washington actually, unlike the Federal Gov-
ernment, increased its gas tax by a nickel in 2003 and nine and
a half cents in 2005, and a number of increases in registration, title
fees, etc. It was referred to the ballot and it was upheld on the bal-
lot. So I think the real poll of the people of Washington State is
they were willing to pay fourteen and a half cents more per gallon
in gas tax, so there is not the resistance that you are pointing to,
which comes to your charge.
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You are Assistant Secretary of Transportation Policy. What have
you or the Administration done to augment or update the Federal
investment? We all admit that not having raised the gas tax since
1991 isn’t meeting it. This Committee unanimously, in a bipartisan
way, recommended an increase in the gas tax in the last highway
bill; it was rejected by the Republican leadership and by the White
House. So what are you proposing, what have you proposed to in-
crease Federal investment, since you are here to advocate for pri-
vate investment?

Mr. DuvALL. Thank you, Chairman. Obviously, the last highway
bill public transportation legislation was the single largest increase
in—representing the largest——

Mr. DEFAzIO. Right. But I am talking about the—you have said
in your testimony that we don’t have enough money. There is
agreement, bipartisan agreement. We don’t have enough invest-
ment. What is the Administration proposing? What are you pro-
posing, other than private partnerships, to enhance the investment
in the Federal infrastructure? Are you proposing anything at all to
increase that investment?

Mr. DuvALL. Thank you, Mr. Chairman. Obviously, the discus-
sion over future Federal funding is one that needs to take place in
the next two years between the Administration and the Committee.

Mr. DEFAZIO. No, but I mean what has the Department rec-
ommended or what are they recommending, what are you studying
other than the Commission’s work?

Mr. DuvALL. I mean, the Commission is obviously going to be a
major driver, I think, of the policy recommendations of the

Mr. DEFAZ10. So right now your bottom line is the one thing you
are bringing us is public-private partnerships. Now, let’s go to your
proposed working draft.

Now, I find it kind of—you raise—you laid out here today, and
I thought very well, some of the pitfalls and the potential problems
with private-public partnerships, but I don’t find any of that re-
flected in the guidance to the States here or on your website mate-
rials in the guidance to the States. You did a good job here today,
but it seems like there was a sales job last Thursday at the White
House and today we are hearing something else, which is there are
real problems here: monopoly rents are a problem, there are a
number of other potential issues and pitfalls. It seems that it would
be instructive for the Department to have a chart which lays out
pro-con, good-bad, pitfalls, prior experience. I don’t see any of that.
Are you developing some of that real experience, as opposed to
something like this model legislation?

Mr. DuvALL. Absolutely, Mr. Chairman. I think that is some-
thing the Department is currently working on, and we need to be
much more aggressive about articulating what the risks are. I will
say that the legislation is intended to be a broad authorizing stat-
ute. We have opened it up for public comments

Mr. DEFAZIO. Sure. When could we expect seeing some sort of
enumeration of the risks posted up on your website linked to the
model legislation?

Mr. DuvaLL. Well, there actually are things on the website.
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Mr. DEFAzZ10. Well, I have reviewed it. I don’t find it anywhere
near as cogent as your testimony today, which perhaps was de-
signed for a skeptical audience.

Now, let me go to another inherent conflict I see here. You are
a national transportation official. Do you find any conflict, as Mr.
Busalacchi points out, between maximization of profits, particularly
where you have in here—very puzzling to me—that you would rec-
ommend to States that they should have to accept unsolicited pro-
posals outside their planning process and they would have to evalu-
ate them within a certain number of days and go forward. Now,
that seems to me overly prejudiced toward an investor who comes
along and wants to cherry-pick something out of a State and sub-
mit it.

Why would we mandate to the States that outside of their in-
credibly involved planning process, which has to meet with Federal
law, would we require that they accept any out-of-the-air private
proposal from a foreign firm or domestic firm, anybody who wan-
ders in the door who is qualified—i.e., they have a pile of money—
and have to process it within so many days, when they ac